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T h e process o f valuing a C corp oration  is 
almost identical to that o f valuing an S cor­
poration. However, an S corporation, unlike 
a C corporation, does not tax incom e at the 
corporate level. Instead, it permits incom e to 
flow through to the owners as if  it were a 
p artn ersh ip . S in ce the d ifferen ces in tax 
treatm ent have an im pact on the organiza­
tion’s value, the nature o f the S corporation 
and its unique income tax aspects should be 
considered by practitioners performing busi­
ness valuations.
In  d eterm in in g  an ap p rop ria te  value, 
practitioners often  ignore the incom e tax 
characteristics o f the S corporation. Many 
business valuers hold that an S corporation 
should be valued in a m anner identical to 
that o f valuing a C corporation for the fol­
lowing reasons:
1. C corporations are in substance nearly 
identical to S corporations.
2. S corporations are likely to lose their S 
status in the future and convert to C corpora­
tions.
3. M ost m easures o f  co rp o ra te  p e rfo r­
m ance used in valuation m odels, such as 
growth and discount rates, are derived from 
C corp orations; th erefore, S corp orations 
should be valued as C corporations to main­
tain consistency with these measures.
The Internal Revenue Service holds a dif­
ferent view. Its IRS Valuation Guide fo r  Income, 
E sta te , a n d  G ift T axes  s ta tes  th a t “S 
Corporations lend themselves readily to val­
u atio n  ap p ro ach es co m p arab le  to those
u sed  in v a lu in g  c lo se ly  
h e ld  c o r p o r a tio n s . You 
n e e d  on ly  to  a d ju st th e  
earnings from the business 
to reflect estimated corpo­
rate  in co m e taxes th at would have b een  
payable had the Subchapter S election not 
been m ade.” Others also believe that the tax 
benefits o f S corporations should result in a 
valuation different from an otherwise identi­
cal C corporation.
S CORPORATIONS
To lessen the importance o f income tax con­
siderations in choosing the form o f a small 
business, Congress in 1958 permitted the cre­
ation of S corporations. Similar to C corpora­
tions, S corporations allow for continuity of 
life, centralized management, transferability 
o f interests, and, most significantly, limited 
legal liability. Unlike C corporations, how­
ever, S corporations are taxed in essentially 
the same m anner as a partnership. This tax 
treatment benefits the shareholders by avoid­
ing the “double” taxation that occurs in a C 
corp oration : taxes are levied at the entity 
level and again at the shareholder level, when 
retained earnings are distributed as dividends 
or in liquidation.
W hen valuing C or S corporations, CPAs 
often adjust the corporation’s incom e state­
m ents to determ ine proper historical, pre­
sent, and future earnings. Typically the pur­
pose o f these adjustments is to approximate 
the expected econom ic benefit to the buyer 
o f the company. CPAs should consider mak­
ing certain  adjustm ents to financial state­
m ents regardless o f the legal status o f  the 
organization. These include adjustments to 
acco u n t for u nrep orted  in com e, possible 
inventory  ad ju stm en ts, and  ad ju stm en ts 
related to owners’ compensation, nonopera-
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tional employee salaries, expenses associated 
with nonoperational assets, and certain inter­
est expenses.
INCOME TAX ASPECTS OF S CORPORATIONS
Many CPAs are unsure about how to deal 
with the incom e tax aspects o f  S corp ora­
tions. Should the S corporations’ cash flows 
and earnings stream be adjusted to include 
the effect o f the corporate income tax? The 
answer usually is yes. However, the tax savings 
associated with an S election can represent 
an actual benefit to the company.
Som e CPAs believe that, for purposes o f 
valuing an interest in any company, all willing 
buyers are C corporations and the S corpora­
tion in question would convert to a C corpora­
tion upon transfer o f ownership. This is an 
oversimplified approach because immediate 
conversion to C status does not always occur. 
A C corporation that may acquire an interest 
in an S corporation should consider the S cor­
p o ra tio n ’s tax status in its due d iligence. 
Some practitioners argue that privately held C 
corp orations can avoid corp orate incom e 
taxes by paying officers large bonuses at year 
end. This is not always true and should be 
examined on a case-by-case basis.
The possibility that an S corporation will 
lose its status is only one o f the risks consid­
ered  in d eterm in in g  the approp riate dis­
co u n t rate . I f  th e bu siness valuer d e te r­
mines that the S corporation will change its 
status, corporate incom e tax expense could 
be imputed in projecting future cash flows 
fo r  th e  a p p ro p r ia te  fu tu re  p e r io d  and  
excluded for the period the organization is 
an S corporation.
Although some business valuers concede 
that there are m inor differences between C 
and S corporations, they still believe that S 
corporations should be valued as if they are
C corporations. They believe this because 
more inform ation about discount rates and 
oth er m easures o f corporate perform ance 
are available for C corporations, while there 
is a paucity o f  studies on S corp orations. 
However, the greater availability o f informa­
tion about discount rates for C corporations 
is insufficient reason to disregard a corpora­
tion’s S status.
Discount rates should be used to analyze 
the risk associated with earning future cash 
flows in terms o f both the individual com ­
pany and the econom y in general. A com ­
pany’s selection o f S status does not change 
the im pact o f future trends in the econom y 
and may have little im pact on the risks asso­
ciated with the company generating future 
pre-tax cash flows. Similarly, other measures 
o f  corporate perform ance, such as growth 
rates or pre-tax earnings, are n ot usually 
influenced by the organizational structure 
o f  the company.
Many practitioners use standard corp o­
rate tax rates instead o f an individual’s mar­
ginal personal tax rate to value a business 
interest o f an individual. But a blanket cor­
porate tax rate may be inap p rop riate for 
every valuation. In  many instances, corpo­
rate incom e taxes will not play a significant 
ro le  in  a b u s in e ss  v a lu a tio n . T h e  fa c t  
rem ains, however, that corp orate incom e 
tax is an expense o f a C corporation not o f 
an S corporation.
As with all valuation assignments, the val­
u er shou ld  ex am in e  the u n iq u e c ircu m ­
stances o f the individual company and the 
potential buyers. W hether or not corporate 
income taxes should be a factor in the valua­
tion o f S corporations is an issue that needs 
to be co n sid ered  on a case-by-case basis. 
H ow ever, the cu rre n t tren d  seem s to be 
toward valuing them like C corporations, CE
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EXPERT TESTIMONY 
IN THE POST-DAUBERT 
ERA
R. Christopher Locke, JD
For the past several decades, Congress, state 
legislatures, and the courts have grappled 
with standards o f admissibility o f scientific evi­
dence and expert testimony. The emergence 
o f new and sometimes controversial theories 
and techniques has recently heightened the 
d ebate over the standards to be applied  
before testimony or other evidence is allowed 
to be presented. T he overarching concern  
has always been to ensure that evidence to be 
presented is reliable, the experts proposed to 
present it are qualified, and their testimony 
will assist— not mislead— the trier o f fact. The 
debate has b een  escalated  fu rth er by the 
United States Supreme C ourt’s 1993 ruling 
in Daubert v. Merrell Dow Pharmaceuticals (113 
S. Ct. 2786).
For many years, federal courts and most 
state courts have applied the Frye “general 
a cc e p ta n ce ” test in d eterm in in g  w hether 
exp ert testim ony and o th er scien tific  evi­
dence should be admitted at trial. According 
to this standard, the tech n iqu e or theory 
upon which the ex p e rt’s opinion is based 
must be shown by the proponent to be “gen­
erally accepted” within the relevant field o f 
expertise before it is deemed sufficiently reli­
able to be presented at trial.
The Frye general acceptance test was first 
articu lated  by the U nited  States C ou rt o f 
Appeals for the District o f Columbia in 1923 
in Frye v. United States (293 F. 1013). In this 
case, a crim inal defendant challenged  his 
conviction  co n ten d in g  it was an erro r  to 
exclude the results o f  his ex p e rt’s systolic 
blood pressure deception  test. T h e C ourt 
affirmed the conviction, finding ample basis 
for the lower court’s conclusion that the test 
was unreliable. The Court explained:
Just when a scientific principle or discovery 
crosses the line between the experimental and 
dem onstrable stages is difficult to define. 
Somewhere in this twilight zone the evidentiary 
force of the principle must be recognized, and 
while courts will go a long way in admitting 
expert testimony deduced from well-recog­
nized scientific principles or discovery, the 
thing from which the deduction is made must be 
sufficiently established to have gained general 
acceptance in the particular field in which it 
belongs. [Italics added.]
In 1976, the C aliforn ia  Suprem e 
Court adopted the Frye general accep­
tance test in People v. Kelly (17 Cal.3d 24), in 
which the reliability o f voice print identifica­
tion was at issue. Hence, the standard, which 
was known nationally as the Frye test, became 
known in California as Kelly-Frye.
The Kelly-Frye general acceptance test has 
been criticized as unduly restricting admis­
sion o f new and emerging theories and tech­
niques. But courts that have allowed expert 
testim ony and scientific evidence w ithout 
strict adherence to this criterion have also 
been criticized for prom oting expert-shop­
ping, litigation-biased research, and jury ver­
dicts based  on u n re lia b le  ev id en ce. T h e  
debate over how to address these competing 
interests has recently escalated in the highest 
courts o f the land.
THE DAUBERT RULING
In 1993, the rules for admission of expert tes­
timony and scientific evidence were changed 
by the U.S. Supreme Court ruling in the case 
o f Daubert v. Merrell Dow Pharmaceuticals (113 
S. Ct. 2786). In Daubert, the Court announced 
that general acceptance would no longer be 
the test, but instead should be merely a factor 
in determining reliability and that federal dis­
trict courts should be accorded greater flexi­
bility in making that determination.
In effect, the Daubert ruling allows federal 
ju d g es  to d eterm in e reliab ility  with little  
regard to the views o f the ex p e rt’s peers, 
potentially substituting their own judgm ent 
for that o f scientists or professionals in the 
relevant field o f expertise. C ourt decisions 
before the Daubert ruling extended the Frye 
test to expert testimony on accounting and 
financial issues. Since the Daubert ruling, the 
new rules apply to such testimony.
However, not all courts have embraced the 
U.S. Supreme C ourt’s Daubert, approach. In 
1 9 9 4 , in  P eop le v. L eahy , th e  C a lifo rn ia  
Supreme Court refused to follow Daubert and, 
interpreting its own Evidence Code rather 
than the Federal Rules o f  Evidence, reaf­
firmed that the Kelly-Frye general acceptance 
standard will rem ain the law in California 
state courts (8 Cal.4th 587). The Court con-
R. Christopher Locke, JD, is a part­
n er in and  th e c h a ir o f th e  
Environmental Law Departm ent at 
Landels Ripley & Diamond, LLP, San 
Francisco, California.
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cluded that admission o f scientific evidence 
in California requires “appropriate expert tes­
timony showing that [the technique or the­
ory] is generally accepted by a typical cross 
section o f the relevant scientific community.” 
The scientific evidence at issue— the results 
o f a horizontal gaze nystagmus field sobriety 
test— failed to meet this standard.
L ast year, th e U n ited  States C ou rt o f  
A ppeals for the N inth C ircu it, reviewing 
D aubert  on rem an d , co n c lu d e d  th a t th e 
Supreme Court’s reliability factors were nei­
th e r  exh au stive n o r en tire ly  re lev an t in 
d eterm in in g  adm issibility  in the circu m ­
stances o f that case (Daubert v. Merrell Dow 
Pharmaceuticals, 43 F. 3d 1311). The Court 
concluded that the most relevant factor was 
whether the expert had done the work pri­
marily for use in the litigation, rather than as 
independent research. The Court observed:
[I]n determining whether proposed expert tes­
timony amounts to good science, we may not 
ignore the fact that a scientist’s normal work­
place is the lab or the field, not the courtroom 
or the lawyer’s office....
If the proffered testimony is not based on 
independent research, the party offering it 
must come forward with other objective, verifi­
able evidence that the testimony is based on 
‘scientifically valid principles.’ One means of 
showing this is by proof that the research and 
analysis supporting the conclusions have been 
subject to normal scientific scrutiny through 
peer review and publication.
The Ninth Circuit Court made it clear that 
it viewed the Suprem e C ou rt’s decision as 
imposing a “far more complex and daunting 
task” on federal trial courts ruling on admissi­
bility o f expert testimony than was the case 
u nder Kelly-Frye. N evertheless, the Ninth 
C ircuit acknow ledged its “position in the 
hierarchy o f the federal judiciary” and the 
Suprem e C ou rt’s directive that trial courts 
ensure “that an expert’s testimony both rests 
on a reliable foundation and is relevant to 
the task at h an d .” T h e  N inth C ircuit also 
acknowledged the factors articulated by the 
Suprem e C ourt in Daubert, but concluded 
that they were not intended by the Supreme 
C ou rt to be exhaustive and that som e o f 
them, in the view of the Ninth Circuit, were 
not even relevant to the facts o f Daubert.
The Ninth Circuit Court affirmed the dis­
trict court’s granting o f summary judgm ent 
for the defendant, concluding that “the only
review  th e p la in t if fs ’ e x p e r ts ’ w ork has 
received has been by judges and juries, and 
the only place their theories have been pub­
lished is in the pages o f federal and state 
reporters.”
The recent decisions in Daubert and Leahy 
m ake it clear that cou rts are aggressively 
grappling with the issues surrounding expert 
testimony and scientific evidence, and the law 
is continuing to evolve.
CONSISTENCY WITH THE FEDERAL RULES OF 
EVIDENCE
The Kelly-Frye general acceptance language 
appears co n sisten t with evidentiary rules 
requiring that the expert testimony “assist the 
trier o f fact to understand the evidence” and 
be “o f  a type reason ably  re lied  u p on  by 
experts in the particular field.” It therefore 
seems incongruous that the Supreme Court 
would limit the im portance o f the general 
acceptance standard in Daubert. T he Court 
explained , however, that Rule 702 o f  the 
Federal Rules o f Evidence was adopted well 
after Frye and superseded that, leaving the 
determination o f reliability to the discretion 
o f  the trial co u rt. T h e  C ou rt viewed the 
“rigid” test o f general acceptance to be incon­
sistent with Rule 702. (See sidebar on the 
Federal Rules o f Evidence on the next page.)
The Supreme Court concluded in Daubert 
that federal district courts should determine 
admissibility based on whether the underly­
ing reasoning and methodology is scientifi­
cally valid and can properly be applied to the 
facts at issue. To make these determinations, 
the Court suggested four general, nonexclu­
sive factors:
1. W h eth er the th eory  can  be (o r  has 
been) tested.
2. W hether it has been subjected to peer 
review and publication.
3. W hether it has a known or potential 
error rate.
4. W hether it has gained wide acceptance 
within the relevant scientific community.
Thus, the Supreme Court relegated “gen­
eral acceptance” to the status o f being one of 
several factors that the trial court, in its dis­
cretion, can consider in determining reliabil­
ity o f  ex p ert testim ony and scien tific  evi­
dence.
T h e  issue p re se n te d  in D au bert  was 
w h eth er b ir th  d e fe c ts  w ere cau sed  by 
Bendectin. The Court noted that all but one
4
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of the plaintiffs’ experts were unable to say 
that B en d ectin  caused the d efects “m ore 
probably than n o t,” and that none o f the 
plaintiffs’ experts’ work had been subjected 
to peer review and publication or other scien­
tific scrutiny in their field. The conclusion of 
the one p laintiff's expert who testified that 
Bendectin “did” cause the birth defects was 
not based on research or methods that had 
been subject to scientific scrutiny. Therefore, 
the testimony could not serve as proof o f cau­
sation. The other experts’ testimony failed 
even if  they passed this hurdle in that they 
did not meet the proof requirements for cau­
sation in personal injury actions. (43 F. 3d at 
133-134, citing Jones v. Ortho Pharm aceutical 
Corp., 163 Cal. App. 3d 396 (1985) ).
M ost fe d e ra l a p p e lla te  ru lin g s s in c e  
Daubert have retained “general acceptance” as 
a key, if not exclusive, factor in ruling on the 
admissibility o f scientific evidence and expert 
testim ony (see sidebar on page 6 ). I f  any 
change is apparent since the Daubert ruling, it 
is that expert testim ony and scientific evi­
dence are more strictly scrutinized for relia­
bility— hardly the result implied by the “flexi­
b le ” approach  suggested by the Suprem e 
Court in Daubert. More importantly, concern 
about “ju n k  sc ien ce” has prom pted many 
courts to adopt a new inquiry to assess relia­
bility: whether the expert witness’s work is 
undertaken primarily for the litigation and, if 
so, whether the research, methodology, and 
analysis have been subjected to independent 
scientific scrutiny.
APPLICATION OF DAUBERT TO FINANCIAL 
EVIDENCE
Although Daubert involved scientific tests, the 
standards for admissibility o f expert witness 
testimony under those cases and under fed­
eral and state rules o f evidence apply equally 
to e x p e rts  p ro p o se d  fo r  testim o n y  on 
accounting, econom ic, and other financial 
issues. As a result, to ensure admissibility, 
financial experts need to use methodologies 
that are subjected to peer review and publica­
tion, validation, or other “error rate” determi­
nations, and are accepted within the relevant 
field o f accounting, econom ics, or manage­
ment.
E x p e rt w itnesses on a cc o u n tin g , e c o ­
nomic, and other financial issues should rec­
ognize that the same standards apply to their 
testim ony as apply to o th er scien tific  evi-
The Federal Rules of Evidence on Expert 
Witness Testimony
The rules of evidence of most state courts have provisions comparable to the Federal Rules of Evidence. 
Compare, for example, the provisions of the Federal Rules with those of the California Evidence Code below: 
Federal Rules of Evidence California Evidence Code
Rule 702:
If scientific, technical, or other specialized knowl­
edge will assist the trier of fact to understand the 
evidence or to determine a fact in issue, a witness 
qualified as an expert by knowledge, skill, experi­
ence, training, or education may testify thereto in 
the form of an opinion or otherwise.
Rule 703:
The facts or data in the particular case upon which 
an expert bases an opinion or inference may be 
those perceived by or made known to the expert at 
or before the hearing. If of a type reasonably relied 
upon by experts in the particular field in forming 
opinions or inferences upon the subject, the facts or 
data need not be admissible in evidence.
Section 720:
A person is qualified to testify as an expert if he has 
special knowledge, skill, experience, training, or 
education sufficient to qualify him as an expert on 
the subject to which his testimony relates.
Section 801:
If a witness is testifying as an expert, his testimony 
in the form of an opinion is limited to such an opin­
ion as is: (a) related to a subject that is sufficiently 
beyond common experience that the opinion of an 
expert would assist the trier of fact; and (b) based 
on matter (including his special knowledge, skill, 
experience, training, and education) perceived by 
or personally known to the witness or made known 
to him at or before the hearing, whether or not 
admissible, that is of a type that reasonably may be 
relied upon by an expert in forming an opinion 
upon the subject to which his testimony relates.. . .
dence, and should consider the factors set 
forth in Daubert and similar cases to ensure 
that their work will be viewed as reliable by 
the courts.
For example, courts have allowed experts 
to discredit accountants for alleged depar­
tures from  G en erally  A ccep ted  A uditing  
Standards (GAAS) in au d itin g  a c l ie n t ’s 
books, as in G arnac Grain Company, Inc. v. 
Blackley (932 F.2d 1563, 8th Cir. 1991). In 
addition, courts have excluded a damages 
expert’s opinions because they were “based 
on assumptions which are speculative and are 
not supported by the record” and were “not 
causally related to the alleged harm,” in this 
instance, testimony that delays in construc­
tion  were due to assum ed in e ffic ie n cies . 
(T yger C onstruction  Co., Inc. v. P en saco la  
Construction Co., 29 F. 3d 137, 142-43, 4th Cir. 
1994, cert. denied 115 S.Ct. 729; 1995).
Courts have also excluded valuation testi­
mony, concluding that the expert failed to 
act reasonably in making assumptions about 
facts upon w hich he would base his testi­
mony, pursuant to Rule 703 o f the Federal
5
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Federal Appellate Rulings on Expert Testimony 
and Scientific Evidence Since Daubert
In 1993, the U.S. Supreme Court changed the rules for admission of expert testimony and scientific evidence in 
its ruling in Daubert v. Merrell Dow Pharmaceuticals (113 S. Ct. 2786). In this case, the court announced that 
general acceptance would no longer be the test. Instead, general acceptance should be merely a factor in 
determining reliability and federal district courts should be accorded greater flexibility in making that determi­
nation. Since the Daubert ruling, however, general acceptance has been retained as a key, if not exclusive fac­
tor in most federal appellate rulings on the admissibility of scientific evidence and expert testimony.
In Claar v. Burlington Northern Railroad Co. (29 F.3d 499 (1 9 9 4 )), the Ninth Circuit Court concluded that 
medical causation testimony relating to alleged injuries from chemical exposure was inadmissible because 
experts failed to review the plaintiffs' history, to exclude other possible causes of injuries, and to review rele­
vant literature before forming their opinions. Similarly, in 1995, in Casey v. Ohio Medical Products (877 F. 
Supp. 1380), the United States District Court for the Northern District of California ruled that medical causation 
testimony was inadmissible if not scientifically reliable and based on accepted methodology.
As the district court observed in Bradley v. Brown, concluding that the plaintiffs' experts had not established 
the validity of their diagnosis of multiple chemical sensitivity (MCS) syndrome from chemical exposure:
A particular scientific theory or methodology is considered 'trustworthy' when it is scientifically va lid .... 
scrutiny of the scientific community is a component of 'good science' in part because it increases the likeli­
hood that substantive flaws in methodology will be detected. (852 F. Supp. 690,698-99 (N.D. Ind.), aff'd. 
42 F. 3d 434, (7th Cir. 1994)).
The court concluded that "plaintiffs have failed to show that [their medical experts'] theories concerning MCS's 
causes have been adequately tested; their own evidence suggests just the opposite." Accordingly, the experts' 
testimony was excluded.
Similarly, in O'Conner v. Commonwealth Edison Co. (13 F. 3d 1090,1106 (7th Cir.), cert, denied 114 S. Ct. 
2711, (1 9 9 4 )), the plaintiffs' expert's diagnosis of radiation-induced cataracts was excluded as lacking scien­
tific basis, and in Conde v. Velsicol Chemical Corp. (24 F. 3d 809 (6th Cir., 1994)), the court dismissed plain­
tiffs' claims because of the lack of scientific evidence that injuries were caused by pesticide exposure.
Rules o f Evidence, and instead made assump­
tions that were “so unrealistic and contradic­
tory as to suggest bad fa ith .” ( S hatkin  v. 
McDonnell Douglas Corp., 727 F. 2d 202; 2nd 
Cir. 1984).
Courts have also recognized the danger of 
jurors being misled by the “aura o f infallibil­
ity” and scientific certainty that may be sug­
gested by an expert witness’s testimony, such 
as when an expert has used speculative fac­
tual data to formulate estimates o f damages:
Scrutiny of expert testim ony is especially 
proper where it consists of ‘an array of figures 
conveying the delusive impression of exactness 
in an area where a jury’s common sense is less 
available than usual to p ro tec t i t .’ ( Tyger 
Construction Co., Inc. v. Pensacola Construction 
Co., 29 F.3d at 145, quoting Eastern Auto Distribs., 
Inc. v. Peugeot Motors of Amer., 795 F.2d 329, 338, 
4th Cir. 1986).
As the court explained in In  re Amber B., 
“ [ l ] ik e  m any lay p erso n s, ju r o r s  te n d  to 
ascribe an inordinately high degree o f cer­
tainty to p roof derived from  an apparently 
‘scientific’ mechanism, instrument, or proce­
dure.” (191 Cal. App. 3d 682, 686; 1987)
In one o f the more publicized attempts to 
ex p an d  th e o rie s  o f  e co n o m ic  v alu ation , 
courts have generally re jected  expert testi­
mony based on the theory o f hedonic dam­
ages. Under this theory, an economist calcu­
lates the value o f a personal injury plaintiff's 
life, taking into account actuarial data, and 
then reduces that value based on the nature 
and extent o f injuries, emotional distress, and 
other factors.
Courts have generally concluded that such 
opinions are unreliable, speculative, and not 
generally accepted as valid within the field. 
Moreover, such testimony does not “assist the 
trier o f fact.” Indeed, it invades the province 
o f the jury:
[The proposed experts] are no more expert 
than are the jurors on the value of the lost plea­
sure of life. Even if reliable and valid, the evi­
dence may fail to ‘assist the trier of fact to 
understand the evidence or determine a fact in 
issue’ in a way more meaningful than would 
occur if the jury asked a group of wise court­
room bystanders for their opinions. (Mercado v. 
Ahmed, 756 F. Supp. 1097, 1103, N.D.Ill. 1991) 
Expert testimony on the “lost pleasure o f
life”— rather than submitting pain, suffering, 
and emotional distress to the jury with appro­
priate instructions— has been viewed as pre­
senting the risk o f the imprimatur o f scien­
tific certainty  on d eterm in ations that are 
uniquely within the province o f the jury.
THE OUTLOOK: INTO THE TWILIGHT ZONE
In issuing its 1923 ruling in Frye, the United 
States C ourt o f Appeals for the D istrict o f 
C o lu m b ia  m ay have b e e n  p re s c ie n t in 
describing the difference between the experi­
mental and the demonstrable stages o f scien­
tific technique and theory as a twilight zone. 
However, that C ourt also recognized  that 
somewhere in that twilight zone, “the eviden­
tiary force o f  the principle must be recog­
nized ....”
The Frye general acceptance standard has 
endured for m ore than seventy years— until 
the Su prem e C o u rt’s d ecision  in D aubert 
p lu n g ed  fed era l co u rt litig an ts, lawyers, 
judges, and expert witnesses into the depths 
o f that twilight zone. Many courts appear to 
be resisting D aubert’s suggestion o f a m ore 
“flexible” approach. Instead, because o f con­
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cerns for “ju n k  science,” most are more strict 
now than before Daubert in scrutinizing scien­
tific evidence and expert testimony to deter­
mine admissibility.
T h e  stan d ard s may b e less c le a r  and 
courts’ rulings less predictable as a result of 
Daubert, but litigants, counsel, judges, and 
expert witnesses are not without guidance. 
G eneral accep tance rem ains an im portant 
factor, but admissibility may also be influ­
enced by whether the theory or technique 
has been subjected to peer review and publi­
cation, whether it is capable o f being tested 
or has b een  tested , and w hether it has a 
known or knowable error rate.
M ore im portantly, a trend is em erging 
among federal courts and the courts o f many 
•  • • • • • • • • • • • • • • • •
FINDING INFORMATION 
TO SUPPORT A CASE: 
TECHNOLOGICAL 
RESEARCH RESOURCES
Anna M. Staeble, CPA
Accessing public information is becom ing an 
increasingly large part o f the CPA’s role as 
an expert witness. I f  expert witnesses limit 
the information they research to what is pro­
vided in general ledgers, invoices, correspon­
d e n c e , and  o th e r  d o cu m e n ts  p ro v id ed  
throu gh  discovery, they may be ig n orin g  
industry data and other public inform ation 
that can prove extremely helpful in convinc­
ing a jury. Expert witnesses can significantly 
augment their routine analysis o f documents 
provided in discovery by com p arin g  this 
information with information about the “real 
w orld” o f  the litig an t, such as eco n o m ic  
trends, substitute products, g eograp hical 
barriers, and consumer preferences.
For example, consider a simple lost prof­
its case in which a clothing store was flooded 
because o f jan itorial negligence. According 
to the plaintiff store, the loss o f  inventory 
and consequent loss o f goodwill resulted in a 
decrease in sales that is p ro jected  to con ­
tinue for several years. The expert witness for 
the d efen d an t who reviews the p la in tiff’s 
accounting and financial records provided
states to scrutinize more closely the reliability 
o f scientific evidence and expert testimony 
derived for litigation. As a result, expert wit­
nesses and the attorneys who hire or cross- 
examine them must plan for what may be the 
deciding factor: If  the expert makes his or 
her livelihood primarily as a litigation consul­
tant rather than as a practitioner o f the pro­
fession or science outside the courtroom , it 
will be in c re a s in g ly  im p o rta n t th a t th e  
research and analysis supporting the prof­
fered conclusions have been subjected to and 
validated by independent scrutiny in the rele­
vant field. This scrutiny not only is vital to 
supporting the validity o f the scientific theory 
involved but also to reinforcing the theory’s 
general acceptance. CE
through discovery may find reasons 
for challenging sales projections or 
the present value o f future profits 
and, thus, may help to reduce the 
judgm ent award for the plaintiff.
B u t c o n s id e r  th e  im p a ct o f  
including in the analysis other infor­
m ation relevant to the case that is 
available in p u blic reco rd s. T h is
information could provide answers to several 
key questions in the dispute: How has the 
economy been performing in the area? How 
well are other retail clothing stores perform­
ing? Perhaps the inform ation would reveal 
that crime or a drop in tourism contributed 
to sales d ecreases for o th e r  shops in the 
same mall or that the CFO o f the clothing 
store was arrested for embezzlement. While 
these scenarios range from  the obvious to 
the fanciful, all are based on easily accessible 
public information, such as sales tax tables, 
investm ent analyst reports, and newspaper 
articles. Such data places the litigant’s situa­
tion in the con text o f  outside forces: eco ­
n om ic, business, d em og rap h ic , and even 
political influences not obvious on the face 
o f the complaint.
DEVELOPING THE RIGHT QUESTIONS AND 
QUESTIONING THE RIGHT ASSUMPTIONS
The first step in locating information needed 
to support a case is to formulate the research 
questions. This often requires the expert to 
challenge his or her assumptions about the 
circumstances surrounding a simple fact pat­
tern. As the expert studies docum ents and
• • • • • • • • •
• • • • • • • • •
The first step in 
locating 
information 
needed to support 
a case is to 
formulate the 
research questions.
Anno S ta e b le , CPA, is S en io r  
Associate with Coopers & Lybrand, 
LLC, San Francisco, California.
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On-Line Database 
Companies
Compustat
800-525-8640
A vailab le  through several hosts, including 
CompuServe Information Service (800-848- 
8199; 614-457-8600), and Lotus OneSource 
(800-554-5501), either on line or on CD-ROM. 
Makes volumes of financials on public companies 
(gathered mostly from annual reports) easily 
searchable.
Dialog
800-334-2564
Has very sophisticated searching capabilities and 
requires more training and practice to use, but 
more likely to provide information on esoteric 
subjects. Has specialized databases in areas such 
as biosciences, agriculture, and patents.
Dow Jones News Retrieval
609-452-1511
Because of its user-friendly format, the best 
resource for the beginning or casual user. 
Provides general business information such as 
stock quotes, earnings estimates, analyst reports, 
and 10-Ks. Text database includes articles from 
the major press (for example, Forbes), special­
ized trade journals, and national and local news­
papers.
Lexis/Nexis and Westlaw
800-937-8529
Both are good sources of legal information 
including cases, codes, law review articles, legal 
journals, and American Bar Association publica­
tions. Also have some business information, but 
in general are more likely to be used regularly 
by lawyers.
Securities Data Company
201-622-3100
Provides specific information related to financial 
transactions. Areas covered include acquisitions, 
bankruptcies, and public offerings. Expensive, but 
their comprehensive reports are invaluable.
reviews his or her analysis, he or 
she must constantly ask “W hat am I 
a ssu m in g ?” T h e  e x p e r t  will be 
lo o k in g  fo r  in fo rm a tio n  to test 
these assumptions.
Consider, for example, the asser­
tio n  o f  p la in t if f  P a u l’s M ovie 
Projectors that sales o f movie pro­
jectors have decreased substantially 
s in ce  d e fe n d a n t D av e’s M ovie 
P ro jectors infringed on a recen t 
p aten t. A sim ple analysis o f  the 
decrease in sales assumes that the 
alleged patent infringem ent is the 
so le  o r p rim ary  cau se o f  th e 
d e c re a se . H ow ever, o th e r  d ata  
could support concurrent or super­
seding causes. This data includes:
▲ Historical and projected sales 
o f VCRs (probably increasing)
▲ Historical and projected sale 
o f 16mm films (probably decreas­
ing), projector covers, or any other 
accompanying products
▲ F in a n c ia l p e rfo rm a n c e  o f  
other public movie projector man­
ufacturers for com parison (Sales 
for peers may also be decreasing.)
▲ Investm ent analyst rep orts 
discussing industry and peer per­
formance
▲ Market research reports indi­
cating trends in leisure and enter­
tainment
▲ N ew spaper and  m ag azin e 
articles or analyst reports that may 
discuss in tern a l sou rces fo r the 
f in a n c ia l d iff ic u lt ie s  o f  P a u l’s 
M ovie P ro je c to rs  (fo r ex am p le , 
th e ir  in tro d u ctio n  o f  a p rod u ct 
that had to be recalled)
All o f  this data, properly p re­
sented, will give the ju ry  a m ore 
re a lis tic  p ic tu re  o f  th e c irc u m ­
stances su rrounding the lawsuit, 
replacing a myopic and misleading 
review o f units sold. Furtherm ore, 
a jury  will probably find the story 
built around this data m ore inter­
esting and easier to grasp than dry 
sales data.
ON-LINE TOOLS AND SOURCES
A fter d efin ing  the qu estion  and 
developing a general idea o f the
inform ation to seek, a researcher typically 
checks electronic sources first. Providers o f 
the electronic sources have collected and cat­
egorized volumes o f inform ation, storing it 
on CD-ROM  or in a form at accessib le by 
m o d em . G atew ay c o m p a n ie s , su ch  as 
Lexis/Nexis and Westlaw (see sidebar), col­
lect databases from several sources, making it 
m ore convenient for the end user. To access 
the data, the end user either purchases a CD- 
ROM or connects to the host via a modem.
T h e beauty o f on-line research is that it 
allows the research er to retrieve relevant 
information quickly and easily by using a few 
key words to define the search. For example, 
th e e x p e rt w itness fo r  d efen d a n t D ave’s 
Movie P ro jectors could use the key words 
movie projectors, film  industry, sales, trends, or 
forecasts  to gain an u nd erstan d in g  o f  the 
industry. The search will provide critical arti­
c les and  s ta tistics  th a t w ould o th erw ise  
require hours o f thumbing the pages o f tra­
ditional sources. In addition, the scope of 
the search could be narrowed or redirected 
ju st as easily.
DRAWBACKS OF ON-LINE RESEARCH
The amount o f information that can be gath­
ered electronically is mind-boggling and, in 
my opinion, thrilling. On-line services pro­
vide several advantages, such as relative sta­
bility, sufficient docum entation, acceptable 
security, and a standardized format for infor­
mation. However, some o f the drawbacks to 
on-line researching include:
▲ Training and skill are required to perform efficient 
searches. R esea rch in g  d atabases on  lin e  is 
sometimes more o f an art than a science and 
d e v e lo p in g  p ro f ic ie n c y  tak es p ra c tic e . 
Inefficient searches can be costly. A novice 
research er may miss the m ark entirely  or 
retrieve reams of data that need to be manu­
ally so rted  fo r  re lev an ce . T h e  goal is to 
gather inform ation related to a particular 
case, not necessarily every article ever written 
on the subject.
▲ Data is not always complete or up-to-date. Much 
o f  th e data is e n te re d  m anually , leaving 
room for human error. Sometimes it has not 
been verified. O ften the inform ation is sev­
eral years old. Because o f these shortcom ­
ings, when presenting findings, the expert 
may want to include a warning such as “Our 
analysis is based on information deem ed to 
be reliab le ....”
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▲ Information is not always in the database. There 
may only be an abstract or a bibliography, 
requiring further searches for the full text, 
or the subject may never have been written 
about or even considered by anyone else.
▲ Costs can get out of hand. The subscription 
fees for some sources are high, and poorly 
planned searches or repeated searches can 
be costly.
Because o f these drawbacks, “low -tech” 
sources such as governm ent p u blications 
and trade associations should not be over­
lo o k e d . O n  th e  o n e  h a n d , e le c tr o n ic  
research may be overkill to answer a simple 
qu estion  w hen a large am ou n t o f  useful 
data can be found in ju s t a few hard-copy 
sources. F u rth erm ore , it is rare to find  a 
com plete answer by relying exclusively on 
on-line sources. Answers to specific ques­
tions often require further digging, includ­
ing contacts with governm ent boards and 
trade associations.
CPAs who are unfamiliar with electronic 
research sources can be introduced to them
Using the Internet for Research
Although thirty years old, the Internet, another electronic source of information, is still in its infancy as an 
accessible information resource. The Internet provides e-mail, newsgroups, and file transfer capabilities from 
organizations around the world, and it can be an especially good tool for browsing general subjects. The 
Internet can be accessed through commercial on-line providers (for example, American Online and 
CompuServe) or by purchasing software (for example, Internet-in-a-Box).
Users need to be aware that free information obtained through the Internet may be outdated because 
providers probably do not give the same priority to updating free information as they do to updating informa­
tion for which they charge.
Although the Internet is much more accessible and navigable than in the past, many experienced, as well as 
inexperienced, researchers, still find it difficult to navigate. There are, however, search engines that can make 
navigating the Internet easier. Most of the problems with using the Internet derive from its being a network of 
interconnected networks that can communicate with each other but can be confusing to connect to. 
Furthermore, no support is available.
by touring their local library, where many 
on-line and CD-ROM services are available 
free o f charge.
E ditor’s note: Ms. Staeble will discuss “low-tech” research 
sources in an upcoming issue o f CPA Expert.
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VALUING INTANGIBLE ASSETS
Valuation Premises, Legal Rights, and Valuation 
Approaches
Robert F. Reilly, CPA, ASA, CFA
After determining the existence o f intangible 
assets (see “Valuing Intangible Assets,” CPA 
Expert, W inter Issue), the valuer considers the 
alternative premises o f value, the legal rights 
subject to appraisal, and the fundam ental 
approaches to valuing intangible assets.
HIGHEST AND BEST USE
The first issue to consider in valuing intangi­
b le  assets is th e  a p p ro p ria te  v a lu a tio n  
premise— or hypothetical set o f asset transac­
tion assumptions— under which to appraise 
the intangible assets. As a basic step in the 
process o f valuing any intangible asset, the 
determination o f the valuation premise is dic­
tated by the highest and best use o f the sub­
je c t  intangible assets.
T h e  fou r cr ite ria  to m eet the req u ire­
m ents for the h ighest and best use o f an 
in ta n g ib le  asset are legal p erm issib ility , 
physical possibility, financial feasibility, and
maximum profitability. 
T h e  valuer o ften  co n ­
siders these criteria in 
sequence. T he one use that meets all four 
criteria is the highest and best use.
Alternatively, among all reasonable, possi­
ble uses o f the intangible asset, the use that 
yields the highest present value— after pay­
ments are made for labor, capital, and coor­
d ination— represents the highest and best 
use o f the subject intangible asset.
PREMISES OF VALUE
Regardless o f whether the context of the valua­
tion of an intangible asset is a transaction, tax­
ation, litigation, or another context, the assess­
ment of the highest and best use of the asset 
will determine which o f the following four fun­
damental premises of value should be used:
▲ Value in continued use, as part o f a mass 
assemblage o f assets and as part o f a going 
concern enterprise
▲ Value in place, as part o f a mass assem­
blage o f assets, but not currently used as part 
o f a going concern enterprise
▲ Value in exchange, on a piecemeal basis 
(not part of a mass assemblage o f assets), as 
part o f an orderly disposition
▲ Value in exchange, on a piecemeal basis
Robert F. Reilly, CPA, ASA, CFA, is 
w ith  W illa m e tte  M a n a g e m e n t  
Associates, McLean, Virginia.
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Common Legal 
Rights Related to 
Intangible Assets
Fee simple interest 
Life or term estates 
Licensor-franchisor interests 
Licensee-franchisee interests 
Sublicensee-subfranchisee interests 
Reversionary interests 
Development interests 
Exploitation rights 
Use rights
Other functional owners' interests
as part o f a forced liquidation
Although virtually any intangible asset
may be valued under each of these four 
fundamental premises, the value conclu­
sions reached  u nder each prem ise for 
the same asset may be dramatically differ­
ent. The appraiser will select the appro­
priate premise o f value based upon the 
purpose and objective o f the appraisal 
and based upon the actual functional 
and econom ic status o f the subject intan­
gible asset. For exam ple, w hether the 
objective o f the appraisal is to estimate 
market value, collateral value, or acquisi­
tion value will influence the appropriate 
premise o f value. Similarly, the premise 
o f  value will be influenced by whether 
the su b ject in tan g ib le  is cu rren tly  in 
functional use, is developed for possible 
future use, or is legally owned purely as a 
defensive strategy as many trademarks and 
patents are.
LEGAL RIGHTS SUBJECT TO APPRAISAL
The next step in the analytical process is the 
identification o f the specific bundle o f legal 
rights subject to appraisal. According to the 
bundle-of-rights theory of valuation, complete 
intangible asset ownership, or title in fee, con­
sists o f a group o f distinct rights. Each of these 
rights can be separated from the bundle and 
conveyed by the fee owner to other parties in 
perpetuity or for a limited period. W hen a 
right is separated from the bundle and trans­
ferred, a partial, or fractional, property inter­
est is created. Property interests may be exam­
ined  from  many perspectives because the 
ownership, legal, econom ic, and financial 
aspects o f intangible assets overlap.
T h e  ow nership o f  in tan g ib le  property  
interests can be divided in various ways. Many 
incom e-producing intangible assets involve 
separate econom ic and legal interests, each 
o f  w hich is d istinct in form  and co n ten t. 
L icensee, licensor, and sublicensee estates 
are created  when licenses or franchises to 
intangible assets are conveyed in accordance 
with established legal procedures. (See the 
sidebar for a list o f  legal rights related  to 
intangible assets.)
APPROACHES TO INTANGIBLE ASSET 
VALUATION
As with the valuation of businesses, numerous 
m ethods, techniques, and analyses may be
appropriate to the appraisal o f  intangible 
assets and intellectual properties. Each o f the 
numerous methods has the same objective: to 
arrive at a reasonable indication o f a defined 
value fo r  th e  s u b je c t  in ta n g ib le  asset. 
Accordingly, m ethods that are based upon 
the same fundam ental econom ic principles 
are grouped into valuation approaches.
The three basic approaches used in valu­
ing intangible assets are the cost approach, 
the m arket or sales com parison approach, 
an d  th e  in c o m e  a p p ro a c h . T h e  th re e  
approaches collectively encompass a broad 
spectrum o f econom ic theory and o f prop­
erty investment concepts.1
COST APPROACH METHODS
T he cost approach is based upon the eco ­
nom ic principle o f substitution. This basic 
econom ic principle asserts that an investor 
will pay no more for an investment than the 
cost to obtain (that is, either purchase or con­
struct) an investment o f equal utility. For pur­
poses o f this econom ic principle, utility can 
be measured in many ways, including func­
tionality and desirability. The availability and 
the cost o f substitute investments are directly 
affected by shifts in the supply and demand 
o f substitute investments.
Within the cost approach category are sev­
eral groups o f methods, each using a similar 
definition o f the type o f cost that is relevant 
to the analysis. In any event, all cost approach 
m ethods typically include a comprehensive 
and all-inclusive definition o f cost. That is, 
the cost typically includes the cost o f all mate­
rials, labor, overhead, asset developer’s profit, 
and entrepreneurial incentive (for example, 
return on capital during the intangible asset 
development period).
B asic e co n o m ic  th eory  in d icates that, 
regardless o f the type o f cost quantified, cost 
alone typically does not proride a reasonable 
indication o f value. That is, various forms of 
obsolescence have to be identified, quanti­
fied, and su btracted  from  the cost o f  the 
intangible asset in order to estimate its value.
The most common forms of obsolescence
1 A more detailed discussion of these methods than the discussion provided in 
this article is available in Consulting Services Practice Aid 93-3 , Conducting a 
Valuation o f a Closely Held Business (New York: AICPA, 1 9 9 3 ) by Gary R. 
Trugman and in Valuing a Business: The Analysis and Appraisal o f  Closely 
Held Companies (Burr Ridge, Ill.: Irwin Professional Publishing, 1 9 9 6 ) by 
Shannon P. Pratt, Robert F. Reilly, and Robert P. Schweihs.
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inclu d e physical d ep recia tion , fu n ction al 
obsolescence, technological obsolescence, 
and econom ic obsolescence. Each o f these 
forms o f obsolescence indicates a decrease in 
value o f the subject intangible asset due to a 
very specific reason. Clearly, not every intan­
gible asset will suffer from each form of obso­
lescence. However, the consideration, identi­
fication , and quantification  o f the various 
forms o f obsolescence is an important step in 
using the cost approach to valuation.
MARKET APPROACH METHODS
The market (or sales comparison) approach 
is based upon the related econom ic princi­
p les o f  c o m p e titio n  and  e q u ilib r iu m . 
According to these principles, in a free and 
unrestricted market, supply and demand fac­
tors will drive the price o f an investment to a 
point o f equilibrium.
The principle o f substitution also directly 
in flu en ces the m ark et ap p roach . T h is is 
because the identification  and analysis o f 
eq u ilib riu m  p rices fo r su bstitu te  invest­
m ents will provide im portant evidence to 
the valuer about the value o f the su b ject 
intangible asset.
C o m p ared  with th e  co st and  in c o m e  
approaches, there are fewer market approach 
methods. Nonetheless, the practical applica­
tion o f a market approach method is a very 
complex and rigorous analytical process.
INCOME APPROACH METHODS
T h e in com e approach  is based upon the 
econom ic principle o f anticipation (som e­
times also called the principle o f expecta­
tion). In this approach, the value o f the sub­
je c t  investm ent is the present value o f the 
econ om ic incom e exp ected  to be earned  
from the ownership o f the intangible asset. 
As th e nam e o f  th e e c o n o m ic  p rin c ip le  
implies, the investor “anticipates” the eco­
nom ic incom e to be earned or “expected” 
from  the investm ent. This exp ectation  o f 
prospective econom ic incom e is converted 
to a present worth— the indicated value o f 
th e  s u b je c t  in ta n g ib le  asset. T h e r e  are 
num erous definitions o f econom ic incom e 
that can provide a reasonable indication o f 
value for the subject intangible asset.
The incom e approach requires the valuer 
to estim ate the investor’s required rate o f 
retu rn  on the investm ent g en eratin g  the 
prospective econom ic income. This required
rate o f  re tu rn  will d epend  on many e c o ­
nom ic variables, including the risk— or the 
u n certa in ty — o f the e x p e c te d  e c o n o m ic  
income.
Numerous measures o f econom ic income 
may be re le v a n t to th e  variou s in c o m e  
approach methods. These measures include 
gross or n et revenues, gross in com e, n et 
operating income, net income before tax, net 
incom e after tax, operating cash flow, net 
cash flow, and several others.
In addition, all o f these income approach 
methods may be grouped into two other cate­
gories: methods that use direct capitalization 
and methods that use yield capitalization.
In a direct-capitalization method, the val­
uer estim ates the appropriate m easure o f 
econom ic incom e for one period following 
the valuation date and divid e s  that measure 
by an appropriate investment rate o f return. 
The investment rate o f return is called the 
capitalization rate, which may be appropriate 
in p e rp etu ity  o r fo r  a sp e c ified  p e rio d , 
depending upon the valuer’s expectation of 
the duration o f the econom ic income stream.
In a yield-capitalization method, the valuer 
p ro jects the ap p rop riate m easure o f  eco ­
nom ic incom e for several discrete periods 
into the future. Then the valuer converts this 
projection o f prospective econom ic incom e 
into a present value by using a present value 
discount rate. T h e present value discount 
rate is the investor’s required rate o f return, 
or yield rate, during the expected term o f the 
econom ic income projection. It is noteworthy 
that the duration o f the discrete projection 
period and the selection o f either a residual 
or a terminal value at the conclusion o f the 
discrete projection period depend upon the 
analyst’s expectation o f the duration o f the 
econom ic income stream.
In any event, the result o f the direct capi­
talization or the yield capitalization will pro­
ride an indication of the value o f the subject 
intangible asset, per the income approach.
V alu ers use all th ree  o f  th e valu ation  
approaches to obtain  a m ultid im ensional 
perspective on the subject intangible asset. 
T h e  fin al co n clu sio n  o f  value is typically 
based upon a synthesis o f the value indica­
tio n s d eriv ed  fro m  variou s v a lu a tio n  
approaches and methods.
• • • • • • • • •
The appraiser will 
select the
appropriate premise 
o f value based 
upon the purpose 
and objective o f the 
appraisal and the 
actual functional 
and economic 
status o f the subject 
intangible asset.
Editor’s note: The next installment o f “Valuing Intangible 
Assets” will provide a case study illustrating such a valuation.
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CASH FLOW AND WORKING CAPITAL
I wish to call your attention to what appears 
to be an error in one o f the articles in the 
W inter issue.
On page 6 o f “The Relationship Between 
the Earnings Yield and the Cash Flow Yield,” 
the authors Agiato and Johnson state: “Most 
CPAs understand how earnings are derived. 
Cash flow (sometimes called net cash flow )... 
is derived as follows:
Net earnings
± Noncash charges
+ Increase in working capital”
It is here that I feel there may be an error. 
In the preparation o f a “Statem ent o f Cash 
Flows,” the indication is that an increase in 
receivables and inventory, and/or a reduc­
tion in current payables (which would be the 
noncash elements in working capital) repre­
sent decreases in cash flow. This is further 
borne out on page 7 o f the article: “In gen­
eral, net cash flow will be less than earnings. 
This is because additional working capital 
and debt will be required to expand the busi­
ness.” Assuming increases in inventories and 
receivables in excess o f  cu rre n t payables 
reflects a growing business, the inference in 
this paragraph is that the cash flow will be 
reduced by this increase in working capital.
Joseph M. Gottfried, CPA 
Spitz, Friedman, Libien & Gottfried 
New York, NY
Dear Mr. Gottfried:
Thank you for your letter. As you correctly 
point out in the section dealing with the con­
version of net earnings to net cash flow, the 
increase in working capital would appear to be 
confusing. Although not technically incorrect, 
it probably should have read “plus/minus 
changes in working capital,” or “minus invest­
ment in working capital.”
As the article explains, typically in a growing 
company, cash is invested in increased levels of 
working capital such as equipment, inventory, 
and other short-term assets. Each additional 
investment in assets results in a reduction o f 
cash flow, which in turn, should be subtracted 
from  the gross cash flow— the result o f  an 
increase/decrease o f noncash charges to net 
earnings. As such, the schedule on page 6 
should have been consistent with the concept 
that was correctly explained on page 7.
W e ap p reciate  your taking the tim e to 
bring this to our attention.
Steven E. Sacks, CPA 
Technical Editor
SUGGESTIONS FROM A READER
I have begun receiving CPA Expert and have 
enjoyed reading its contents. I wish to send 
you a few suggestions.
1. Many topics can only be scratched in a 
newsletter. I f  there are publications in the 
m ark etp lace, the au th or should m ention  
them so that the reader can get more infor­
mation on the subject if desired. An example 
would be the article by Robert Reilly on valu­
ing intangible assets. The article is excellent, 
but cannot cover the topic in depth. Jo h n  
Wiley & Sons, Inc., publishes several excellent 
books on valuing intangible assets and intel­
lectual property. As a business valuer myself, I 
know that half the battle is finding relevant 
d ata and in fo rm a tio n . Y ou r p u b lica tio n  
would be much more valuable to its readers if 
it disseminated additional sources o f informa­
tion  fo r  each  to p ic  w ritten  ab o u t in the 
newsletter.
2. When applicable, charts, tables, spread­
sheets, etc. should be included with the arti­
cles. The excellent article on the relationship 
between the earnings yield and the cash flow 
yield would have been more meaningful had it 
contained a page or two of the actual analyses.
Keep up the good work!
Ben Miller, ASA 
Jo h n  Wiley & Sons, Inc.
Bmiller@JWiley.com
Dear Mr. Miller:
Thanks for the compliments and advice. We 
appreciate them and will implement sugges­
tions whenever possible. We hope our read­
ers will consider CPA Expert as a forum  for 
sharing their ideas, offering guidance, and 
asking questions. We want to give readers 
what they need, so please keep the letters and 
e-mail coming.
Bill Moran 
Editor
102544.1476@compuserve.com
Steven E. Sacks, CPA 
Technical Editor
103064.2333@compuserve.com
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MATTER OF 
SLANT/FIN CORP. 
v. THE CHICAGO CORP.
New York Court defines Fair Value and addresses 
independence and other valuation issues in 
dissenting shareholder case.
James R. Hitchner, CPA, ASA
Fair value and fair market value are two dif­
ferent standards o f value and, depending on 
how they are defined, can lead to vastly differ­
en t valuation con clu sion s. T h e  Su prem e 
Court o f the State o f New York addressed this 
issue, a lon g  with several o th e r  valuation 
issues, including the independence of the val­
uer, in the M atter o f  S lant/Fin  Corp. v. The 
Chicago Corp., decided October, 1995.
The case involved a forced sale o f stock in a 
cash-out merger as of July 13, 1993. Both par­
ties retained experts who provided testimony 
at tr ia l. T h e  p e tit io n e r  was S la n t/ F in  
Corporation, a manufacturer o f heating and 
air co n d itio n in g  eq u ip m en t. P e titio n e r ’s 
ex p ert, the valuation services group o f a 
national accounting and consulting firm, con­
cluded the stock’s value was $52 per share. 
T h e  re sp o n d e n t, m inority  sto ck h o ld e rs , 
re jected  the p e titio n e r’s o ffer o f  $52 per 
share, and exercised their rights, under New 
York state statutes, to an appraisal o f the “fair 
value” of their stock. Respondent’s expert, a 
regional financial and valuation firm located 
in New Jersey, valued the stock at $130 per 
share. The Court, after reviewing the facts and 
analyzing all aspects o f the company, decided 
that the value was $99 per share.
The following primary issues were decided 
at trial:
Definition of Fair Value. In all valuation assign­
ments, it is important to understand the stan­
dard of value to be applied. The most often 
used standards o f value include fair market 
value, fair value, and investment value. Fair 
m ark et value is used m ost freq u en tly  in 
engagements associated with income, estate, 
and gift taxes, and typically assumes a hypo­
thetical buyer and seller. Fair value is usually 
defined by state statute and case law and is 
m ost often used in d issenter rights cases.
EXPERT
Opinion
Investment value can be the value to a 
specific buyer such as in the purchase 
o f a company. In Slant/Fin, the Court 
determined that the standard o f value 
was fair value.
T h e Court distinguished between 
fair value, the standard of value used
by re sp o n d e n t’s ex p e rt, and fa ir m ark et 
value, the stand ard  used by p e tit io n e r ’s 
expert. The Court opined:
Because the petitioner’s expert ... in its valua­
tion report (on title page) and on fifteen occa­
sions refers to its valuations to be based on Fair 
Market Value, the Court considers it a thresh­
old question as to whether Fair Value and Fair 
M arket Value are synonymous. Section 
BCI.623(H) (4), of the Business Corporation 
Law only uses the term Fair Value and does so 
eleven times. Fair Market Value is not men­
tioned. Generally, market value is of little or no 
importance when determining the fair value 
within the context of a closely held corporation 
because the shares of stock are not traded on 
any public market and a sale of its stock usually 
does not qualify as an arm’s length transaction 
because the sale usually involves corporate offi­
cers, employees, or family members. The Court 
may give no weight to market value if the facts 
of the case so require.
This situation underscores the importance 
o f understanding the standard o f value when 
perform ing any type o f valuation, but espe­
cially in dissenter rights cases. It is also impor­
tant to be aware that the definition o f the 
same standard o f value, in this case fair value, 
can be very different in each state. The valuer 
needs to limit relying on any valuation analy­
sis or report because a third party, or even 
the same client, can unknowingly use the val­
uation in another situation in which the stan­
dard of value is different.
Independence of the Valuers. The Court opined that 
the petitioner’s valuer was not independent 
in rendering its opinion o f value and was “... 
unduly controlled and influenced by the peti­
tioner to arrive at a low figure.” This strong 
statement by the Court is surprising and may 
be misleading. The Court concluded that the 
projections or forecasts provided by the client 
“were rigged” to in fluence the valuer and 
achieve a desired result. Most valuers, how­
ever, do not usually take client projections at 
face value. Experienced valuers will challenge 
prospective in fo rm atio n  provided by the
James R. Hitchner, CPA, ASA, is a 
P rin c ip a l w ith  P h illip s  H itc h n e r  
Group, Inc., Atlanta, Georgia. He is 
a m e m b e r o f th e  AICPA MCS 
Business Valuations and Appraisals 
Subcommittee.
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Experienced valuers 
will challenge 
prospective 
information 
provided by the 
client.
CPAExpert
client, especially when anticipated results dif­
fer from recent historical performance.
The Court may also be confusing indepen­
dence with objectivity. Even if the CPA firm 
provided professional services to Slant/Fin 
C orp oration  b efo re  the en g ag em en t (no  
information about a prior relationship is pro­
vided), we cannot assume that the firm did 
not comply with the standard o f ind epen­
d en ce , as d efin ed  in the AICPA C ode o f  
Professional Conduct. Many CPAs provide val­
uation and other consulting services to their 
attest and tax clients while maintaining their 
independence. Perhaps, the Court is really 
questioning whether the CPA firm complied 
with the standard of objectivity when it relied 
on projections provided by the client.
Discounted Cash Flow Method of Valuation. “[B] ecause 
the necessary projections were rigged at the 
outset by inform ation provided by the peti­
tioner and relied upon its e x p e rt,” the Court 
rejected the Discounted Cash Flow Method 
used by the petitioner’s valuer. As previously 
m entioned, the CPA needs to be cautious 
about using projections or forecasts provided 
by the client. However, a valuer prohibited 
from using discounted cash flow models and 
forced to rely on historical financial informa­
tion could seriously undervalue some compa­
nies, such as software and high tech compa­
nies, whose future perform ance is expected 
to differ from the past. More mature or stable 
companies could also be undervalued if they 
were emerging from a bad year, a down busi­
ness cycle, a reorganization, or another situa­
tion that would likely improve in the future. 
On the other hand, if a company’s best years 
are behind it, the valuer could possibly over­
value it by relying solely on historical finan­
cial information.
If  the valuer does take client projections 
solely on face value without any discussions 
or analysis, then a client could m anipulate 
the result. This is why many valuers prefer to 
use more than one valuation approach, data 
permitting.
Applicability of Minority Interest and Lack of Marketability 
Discounts. The petitioner’s expert applied a 10 
p ercen t discount for lack o f m arketability 
and a 20 percent minority interest discount. 
The Court rejected these discounts because 
“To do otherwise would in a closely held cor­
p o ra tio n  in d u ce  th o se  in c o n tro l to do
exactly what Slant/Fin is doing and receive a 
premium as in this case o f 30 percent. The 
Court concludes that such discounts can only 
result in an unfair not a fair valuation.”
This position is not uncom m on in situa­
tions in which the standard o f value is fair 
value. This case emphasizes the importance of 
understanding the standard o f value and how 
it is defined in each state for a dissenter rights 
case. Since each state is different, the valuer 
needs to discuss the differences in depth with 
the attorney. Also, if the standard o f value in 
this case was fair market value, then the dis­
counts may have been appropriate.
Value of Intangible Assets. In this case, the intangi­
ble assets did not appear to be separately val­
ued, but were a factor in setting the value. 
T h e  cou rt recognized their value: “T h ere  
exists in this case intangibles, such as good­
will, trademarks, patents, etc. which were not 
valued by [petitioner’s expert] and the Court 
finds they have a value.”
Normalization of Earnings. The Court added back the 
com pany’s charitab le contribu tions on an 
after-tax basis and also added in the earnings of 
a foreign subsidiary. The Court also considered 
the benefit to the company of its investment in 
research and development and its investment 
o f close to $3 million in new machinery and 
equipment in the past five years.
Comparability of Public Companies in the Market Approach to 
Value. Although the Court didn’t elaborate on 
the issue o f comparable public companies, its 
opinion stresses the care that valuers must 
exercise in choosing guideline public peer 
companies: “At the outset the Court rejects 
both parties’ suggested comparables and finds 
that among all suggested there is none that is 
sim ilar enou gh  to have probative valu e.” 
Sometimes there are no similar companies to 
provide a guideline basis o f comparison.
The Use of Prior Transactions in Setting Value. T he Court 
re jected  “... before valuation date, m arket 
transaction approach because stockholders 
were captive to decisions o f m ajor stock hold­
ers/officers/directors and there existed little 
or no market and consequently the respon­
dents could accept the tender figure or liti­
gate.” This conclusion is reasonable when the 
transactions are forced sales or are not arm ’s 
length. However, prior transactions can be of
14
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use when fair and reasonable negotiations 
take place.
Applicability of Additional Value Because of S Corporation 
Conversion. D efendant’s expert increased the 
value because o f the ability o f the company to 
convert to an S corporation. However, since 
the conversion was being considered for after 
the m erger, it was ineligible for considera­
tion. T he Court was unwilling to speculate 
a b o u t th e  co m p a n y ’s fu tu re  tax  statu s. 
Although it is usually preferable to value a 
company based on anticipated future results 
or performance, in many fair value situations, 
the conclusion o f value can not reflect any 
substantial effects o f  a m erger. T h e practi­
tioner must value the company as it existed 
before the merger, assuming the future out­
look o f the company at that time.
CONCLUSION
The Court arrived at its opinion of value o f 
$99 per share by norm alizing earnings. It 
then applied capitalization rates o f 6.65 per­
cent to 6.00 percent, which were equivalent 
to a 15 to 16.67 Price-to-Earnings (P/E) ratio 
based on the inverse o f  the capitalization 
rates (l/ .0665=15; l/ .06=16.67). The Court 
did not discuss the derivation of the capital­
ization rate other than to state that it was an 
“internal cap rate” and that the P/E ratios 
were reasonable and less than the Dow Jones 
Industrials average P/E o f 18.6. The Court 
also considered book value, which was $69.18 
per share before the buy-out and $71.39 per 
share after the buy-out.
The Court performed an analysis starting 
with the petitioner’s value o f $52 per share. 
The Court then increased the value by elimi­
nating the discounts (30 p ercen t), adding 
back the charitable donations, adjusting for
the undervalued real estate, and considering 
th e  value o f  th e  g ood w ill, tra d e m a rk s, 
p aten ts, and investm ent in research  and 
developm ent. This analysis resulted in $99 
per share.
This case highlights several crucial points 
about business valuation. An elementary, but 
extremely important first step for the valuer 
in each valuation situation is to gain a thor­
ough understanding o f the standard of value 
that applies and its definition in each state. A 
m isu n d erstan d in g  abou t the standard  o f 
value can substantially affect the conclusion, 
especially in dissenter rights cases in which 
fair value may not be fair m arket value. As 
seen in this case, one o f the main differences 
between the two standards is in the appropri­
ateness o f discounts or premiums. Sometimes 
they are allowed; often  they are not. T h e 
value o f Slant/Fin Corporation was increased 
by about 43 percent, solely because o f the 
exclusion of discounts.
It is also im portant for valuers to under­
stand how their selection and use o f valuation 
approaches and methods will be perceived. 
Even though the Court rejected discounted 
cash flow m ethods in this case, discounted 
cash flow techniques should be used when 
appropriate. However, valuers must under­
stand that their analysis may com e u nder 
scrutiny to determine the level o f bias, if any, 
in the projections furnished by a client. In my 
experience, most clients truly attempt to give 
a reasonable estimate o f future performance 
and most CPAs conduct a reasonably thor­
ough discussion o f  p rospective fin an cia l 
information provided by a client. As always, 
the facts and circumstances o f each valuation, 
and good com m on sense, con tin u e to be 
among the most important factors in deter­
mining value. CE
CAN A CPA EXPERT SERVE 
MORE THAN ONE MASTER?
Yes. But Watch Out fo r  Traps Related to Reports 
and Fees
Edward J. O'Grady, CPA
A CPA who agrees to serve as an expert in a 
case involving several defendants, each rep­
resented by a different attor­
ney, need s to address two 
issues at the outset: W hich 
a tto rn e y  w ill c o o r d in a te  
requesting revisions to, and 
a c c e p t in g  th e  e x p e r t ’s 
report, and do all parties know they may be 
liable for the payment o f the CPA’s fees?
R e ce n tly , a CPA, u naw are th a t th ese  
issues a ffe cted  his en g a g e m en t, did n o t 
address them in the engagem ent letter he 
subm itted b efore beg in n in g  work for the
TIP
of the Issue
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Edward J. O'Grady, CPA, practices in 
Drexel Hill, Pennsylvania. He is chair 
of the AlCPA's Litigation and Dispute 
Resolution Services Subcommittee.
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clients. As a result, half o f his fee remains 
unpaid.
T h e  s itu a tio n  beg an  on a la te  Friday 
afternoon when Attorney A contacted  the 
CPA to request his services as an expert wit­
ness for the defense in a damages case. The 
interview  was requ ired  that a ftern oo n . If  
selected  as the expert, the CPA would be 
contacted the following day.
T h e CPA reviewed the p lain tiff's expert’s 
report and supporting docum ents and told 
Attorney A that he could assist in the litiga­
tion. The case actually involved four defen­
dants with four separate insurance carriers 
represented by four law firms, although the 
attorney never told this to the CPA.
T he CPA did not hear from  Attorney A 
the follow ing day, but two m onths la ter, 
Attorney B, an oth er attorney representing 
the defendants, called to tell the CPA that his 
expert report was due in two weeks. During 
this call, Attorney B informed the CPA that 
the case involved several defendants and the 
CPA would be the expert in the case.
The CPA prepared an engagem ent letter 
that was approved by Attorney B. W ithin a 
week, the CPA sent a draft report to Attorney 
B, who accepted it with m inor revisions.
T h ree  days later, Attorney C called the 
CPA to ex p ress  d issa tis fa c tio n  with th e 
report and ask the CPA to add some infor­
mation to the report.
By this time, Attorney D becam e involved 
an d  su g g ested  fu r th e r  re v is io n s to th e  
report. The CPA was granted an additional
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w eek to f ile  th e  re p o r t  w ith th e  co u rt. 
However, no m ore changes were ju stified  
an d  th e r e fo r e  n o n e  w ere m ad e, w hich  
caused ill will between the CPA and attor­
neys C and D.
To this day, two of the defendants’ insur­
ance carriers have each paid one-quarter o f 
th e C PA ’s fees. T h e  o th e r  h a lf  rem ain s 
unpaid and will probably rem ain so because 
the case was settled shortly after the CPA 
issued his report.
LESSONS LEARNED
C ould the ex p e rt have in clu d ed  any lan­
guage in his engagem ent le tter to ensure 
paym ent? W hat questions could  the CPA 
have asked during the initial interview to 
prevent misunderstanding?
O ne o f the first questions a CPA should 
ask d u rin g  in it ia l d iscu ssio n s a b o u t an 
e n g a g e m e n t is w h eth er m ore th an  o n e 
party is associated with the case. After ascer­
taining who the parties to the case are, the 
CPA can develop an approp riate engage­
m ent letter. Attorney B offers the following 
advice on avoiding conflicts about report 
co n ten t and fee paym ent: In the engage­
m en t le tte r , re co g n iz e  th e  e x is te n c e  o f  
m ore than one defendant with one expert 
re p re se n tin g  all p arties. A lso, have o n e 
lawyer designated as the responsible attor­
ney for accepting the report on behalf o f all 
d efen d an ts, with the u nd erstan d in g  that 
acceptance makes all parties liable for pay­
m ent o f the CPA’s fees. CE• • • • • • • • • • • • • • • •  
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